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Lessons from the First Half of the Course 


Ricardian Model Lessons 

• Comparative advantage is based on autarky prices 

• Technological differences can be a basis of comparative advantage 

• Generally, every country has a comparative advantage 

• But exchange rate, quality, and transactions costs can choke off trade 

• The terms of trade ratio is a national welfare index 

• With equilibrium exchange rates, absolute costs reflect comparative advantage 

• Preview: Exchange rates reflect demand and supply for traded goods 

• A trade restriction may benefit a country (terms of trade effect example) 



Two-Factor Model: Lessons 

• Comparative advantage (autarky prices) will reflect demand and supply 

• But under some assumptions, supply side factors can predict trade structure 

• There can be winners and losers within a country even if trade is a net benefit 

• T raded goods are substitutes for traded factors 

• There can be benefits from trade even if technology spreads worldwide 

• Wage costs among developed countries have tended to converge 
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Demand/Supply Model: Lessons 

• Inefficiencies due to trade barriers affect production and consumption choice 

• Tariffs create a wedge between the world and domestic price 

• Quotas tend to isolate world and domestic prices* 

• Domestic monopoly interests will tend to prefer quotas to tariffs 

• The redistribution of income from quotas is uncertain (foreign vs. domestic) 

• Countries large enough can benefit from trade restrictions (terms of trade) 

• Most other arguments for trade restrictions have hidden assumptions 

• Net effect of customs unions, etc. can be positive or negative 

*What happens under a tariff if the world price falls? Under a quota? 


Measurement: Lessons 

• Tariffs protect activities, not products 

• Activities are stimulated by tariffs on outputs 

• Activities are discouraged by tariffs on inputs 

• Using import weights in average tariffs tends to compress measurement* 

• Non-tariff barriers have risen in importance relative to tariffs 


*High and prohibitive tariffs will tend to get low weights since 
imports are restricted. Hence, average tariff calculations of 
this type tend to produce low estimates. (Note that this applies 
to an average tariff calculated by dividing tariff revenue by the 
value of imports . ) 
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General Economics: Lessons 


Having choice (discretion) generally improves welfare 

- Ricardian free trade vs. no trade example * 

- T erms of trade of effect of tariff ** 

- Protectionist preference for quotas over tariffs *** 
Reaching welfare conclusions about diverse groups is hard" 


*In the Ricardian example, free trade was better than no trade 
because the country could choose not to have to trade at its own 
autarky price ratio and instead pick the world terms of trade. 

**The terms of trade effect of a tariff (or other trade 
restriction) implies that the country can influence the world 
price. That is, it doesn't just have to accept the world price 
as given; it has the possibility (discretion) to change the price 
to its advantage. 

***With a tariff, domestic firms (even if few in number) have no 
monopoly power. Their price is fixed at the world price plus the 
tariff. With a quota, however, they have the discretion to affect 
the domestic price to their advantage, if they can exercise 
monopolistic influence. 

****Thus, it is in particular difficult to speak about national 
welfare when the nation is composed of different interest groups. 
Unless no person is made worse off, any economic change produces 
an ambiguous welfare effect. One must be careful with the first 
two examples cited above, since both treat the nation as if it 
were a single person. Only if winners compensate losers can we 
say that these examples produce clear welfare gains for the 
nation . 



